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All values in Canadian § Millions 


and represent period averages KEY ECONOMIC INDICATORS 
unless otherwise indicated. 


ACTUAL FORECAST PERCENT FORECAST PERCENT 
INDICATOR 1984 1985 CHANGE 1986 CHANGE 


OUTPUT, PRODUCTION, EMPLOYMENT 


GNP (Current Prices, C§ Billion) 420.9 
GNP (Constant 1971 C§ Billion) 141.1 
Industrial Production (1971=100) 140.5 
Unit Labor Costs In Mfg. 1/ 257.9 
Wage Settlements (%) 2/ 3.5 
Employment (000 's) 11,000 
Avg. Unemployment Rate ($%) 11.3 
Housing Starts (SAAR,000 's) 135 


MONEY AND PRICES 


Exchange Rate: 1 C§ = US ¢: 77.25 
Interest Rates: 
Bank of Canada Rate 3/ 11.36% 
Chartered Bank Prime Rate 12.00% 9.00%- 
Price Indices: 
All-Items Consumer Price 
Index (1981=100) 222.3 131.9 
Industry Selling Price 
Index (1971=100) 4/ 310.9 328.3 


BALANCE OF PAYMENTS AND TRADE 


Official International Reserves 
(US$ Millions) 3,182.1 3,213.5 
Balance of Payments (C§ Billion) 
Current Account Balance 2.6 1 
Merchandise Trade Balance 20.7 18 
Service Balance + Net 
Transfers -18.1 -18.4 -18.5 
Merchandise Exports 1251 120.4 ° 128.2 
(U.S. % Share of Total) (73%) (73%) (72%) 
Merchandise Imports 91.5 101.8 110.5 
(U.S. % Share of Total) 


2 
6 


Main Imports from the U.S. (1984): Automotive vehicles and parts, C§22.9 billion; 
communications and electronic equip. C§6.5 billion; equipment & tools, C§4.8 billion; 
industrial machinery, C§4.9 billion; agricultural machinery, C§1.5 billion; ores, primary 
metals and minerals, C§4.1 billion; chemical products, C§4.1 billion. 


Footnotes: 1/ Labor income per unit of output (1971=100). 


2/ Compound average annual increase in base rates (%). Wage settlements in 
all industries, all agreements. 


3/ Floating bank rate set .25 percentage points above Thursday's 9l-day treasury 
bill tender rate. 


4/ Essentially a producer price index. 


Sources: Statistics Canada; Bank of Canada Review 





NATIONAL ECONOMIC OUTLOOK 


Summary 


Canada's economy grew by roughly four percent in 1985, continuing the 
steady recovery from the deep recession of 1981-82. Growth was 
broadly-based, reflecting a lagged recovery in business investment, 
additional consumer spending and a modest increase in exports. Most 
forecasters expect real GNP growth to slow to about three percent in 
1986 and increase to approximately 3.5 percent in 1987 as renewed U.S. 
growth increases demand for Canadian exports. The slower growth 
projection for 1986 is attributable mainly to the lagged effects on 
exports of the 1985 slowdown in the U.S. economy and a modest slowdown 
in consumer spending resulting from increases in federal income and 
excise taxes effective in September 1985 and January 1986. Consumer 
spending and export growth, which were the major contributors to 
Canada's economic performance throughout 1984 and early 1985, will most 
likely be relatively less important than business investment spending as 
the main engine of growth in 1986. Increased investment will prompt 
faster growth in imports in 1986, contributing to a narrowing of 
Canada's trade surplus and elimination of the surplus on current 
account. The federal budget deficit is expected to diminish somewhat in 
1986-87. Interest rates are projected to decline modestly. The 
Canadian dollar may firm slightly against the U.S. dollar but will 
probably depreciate relative to most other major currencies. Moderate 
increases in wages and unit labor costs and a decline in world energy 
prices imply a relatively low rate of inflation (in the four percent 
range). Employment growth, averaging approximately three percent in 
1985, is projected to be roughly 2.5 percent in 1986. Given the 
projected growth in the labor force, the unemployment rate may ease 
below ten percent in 1986. The Mulroney Government is anxious to reduce 
Canada's relatively high and stubborn unemployment level, but little 
progress can be expected before 1987. 


Comprehensive Trade Negotiations and Other Economic Policy Initiatives 


Prime Minister Mulroney officially announced in September 1985 Canada's 
desire to pursue bilateral trade negotiations with the United States. 
Formal negotiations are expected to begin in the first half of 1986 and 
will deal with trade-related investment and services as well as tariffs 
and other measures affecting merchandise trade. The Prime Minister and 
President Reagan are to hold their second annual summit in March 1986 to 
discuss a broad range of topics, including the prospects for an 
agreement that would greatly reduce remaining barriers to trade between 
the United States and Canada. The "Royal Commission on the Economic 
Union and Development Prospects for Canada" released its much-awaited 
report in September 1985. In addition to supporting major trade 
liberalization, the report recommended sweeping changes in the way 
Canadians run the economy and govern themselves. Among the many 
recommendations made by the Commission were the restructuring of the 
economy to make it less dependent on government and major reform of 
social and industrial programs. While many of the Commission's 





proposals are favored by the Government, it is too early to tell if, and 
when, they will be adopted. The GOC is committed to proceed in 1986-87 
with privatization of Crown corporations, deregulation in energy and 
transportation, and a less restrictive approach to communications 
industries. The Government already announced in 1985 the creation of 
Investment Canada, an organization whose mandate to promote inward 
foreign investment represents a substantial improvement over previous 
investment policy. In the energy sector three major accords were 
concluded in 1985 which represent a significant and welcome change in 
Canadian policy. Lower taxes, market-oriented pricing, and less 
government involvement and regulation are expected to increase private 
investment and stimulate greater energy exports. 


EXTERNAL SECTOR 


In 1986 Canada's external sector is expected to weaken somewhat in 
comparison with the large merchandise trade surpluses recorded in 1984 
and early 1985. Most forecasters expect the current account to show a 
positive though declining surplus in 1985 and a small deficit in 1986, 
in response to both the expected greater convergence between the U.S. 
and Canadian economies and the improvement in business investment in the 
1986-87 period, which should stimulate imports. In the first half of 
1985, traditional Canadian exports such as wheat, other grains, lumber 
and pulp fell substantially, contributing to a narrowing of the 
merchandise trade surplus. Large gains in natural gas and crude oil 
exports only partly offset this decline. Modest gains in world demand 
in 1986 will likely continue to constrain growth in Canada's commodity 
export volume and prices. Exports of motor vehicles and parts began to 
fall in the second quarter of 1985, but some observers view this drop as 
a temporary phenomenon which may well reverse itself in 1986 in response 
to increased U.S. demand for new models of Canadian-produced autos. 
Exports of communications and electronic equipment have increased at a 


strong pace and should continue to perform well in the foreseeable 
future. 


BUDGET AND FISCAL POLICY 


The Mulroney Government elected in late 1984 recognized that prompt 
action was necessary to deal with Canada's serious debt problem. It 
introduced a combination of tax increases and spending reductions in the 
budget of May 1985. The objective was to reduce the deficit from C$36.6 
billion in FY 1984-85 to C$33.8 billion in FY 1985-86 and C$32.7 billion 
in FY 1986-87. One prominent feature of the budget, de-indexing of 
selected federal social payments and income tax deductions, holds the 
promise of even greater deficit reduction in 1987 and beyond. Because 
of limited flexibility in reducing federal expenditures, the 1985/86 
budget emphasized temporary tax increases, including surcharges on 
personal and corporate income taxes, a special tax on large financial 
institutions, partial de-indexing of tax rates and deductions, and 

stiff increases in sales, excise and gasoline taxes. Deficit-reduction 
efforts were on track until September 1985 when the failure of two banks 
necessitated government compensation to uninsured depositors. This will 





cost the government C$1.0 - C$2.5 billion, spread over two fiscal years. 


The provinces appear to be having much less success in reducing their 
annual deficits, and reductions in federal transfer payments beginning 
in FY 1986-87 may aggravate the situation. As a group, the provinces 
are not heavily indebted, but many have small revenue bases and have had 
difficulty in reducing expenditure growth. 


MONETARY POLICY 


Short-term interest rates generally declined throughout 1985. Both the 
prime rate and the central bank rate dropped to seven-year lows of ten 
percent and 8.77 percent, respectively, and are expected to trend 
moderately lower in 1986 and 1987. In 1985, the Canadian dollar 
depreciated slightly against the U.S. dollar and thus generally 
accompanied the U.S. in a fairly sharp decline relative to most other 
major currencies. The difficulties experienced in Canada's financial 
sector (i.e., failures of banks and trust and loan companies) 
contributed in part to the Canadian dollar's weaker position. However, 
fundamental economic factors, the G-5 communique of September 1985, and 
Canadian monetary policy are expected to contribute to a continuation in 
1986 of the exchange pattern seen in 1985. As exchange rates generally 
adjusted to underlying fundamentals, major non-U.S. dollar currencies 
such as the Deutsch Mark and Yen are expected to firm. The Canadian 
authorities will welcome modest appreciation of their dollar against the 
U.S. dollar but probably will aim primarily at further softening of 
domestic interest rates. 


INVESTMENT 


Real business investment finally began to rise in 1985 and is expected 
to show further improvement into 1986. Projected growth rates for 
private investment are seven percent in 1986 and six percent in 1987. 
This improved performance reflects increased consumer demand in 1985, 
reasonable business confidence in government policies, and improved 
corporate balance sheets. Moreover, foreign investment is expected to 
respond positively to enactment of the Investment Canada Act. Unlike 
its controversial predecessor (the Foreign Investment Review Agency -- 
FIRA), Investment Canada has a mandate to encourage and facilitate 
investment by Canadian and non-Canadian sources. The Investment Canada 
Act substantially liberalizes the process of investment review, 
exempting from review all new foreign investments and acquisitions less 
than C$5 million in value. However, investment in culturally-sensitive 
sectors (e.g., film production, and book/newspaper publishing) remains 
subject to review regardless of size or whether the investment ice new or 
a direct or indirect acquisition. Moreover, since the government 
intends to increase Canadian ownership in these sectors, foreign 
investments or acquisitions may not be approved. Indirect acquisitions 
pending approval before Investment Canada's creation are also subject to 
review under the new guidelines. 





ENERGY 


Energy has been a major policy success for the government. In little 
more than a year, it has decontrolled oil prices, begun the process of 
decontrolling natural gas, and dismantled the National Energy Program 
(NEP). Investment-related issues, such as changes in Canadian Ownership 
Requirements (COR), are being addressed in new legislation. 


The latest steps in the process of deregulating energy took place in 
October when Energy Minister Carney announced a new "Frontier" policy, 
which, inte: alia, eliminated both the retroactive back-in and the 
discriminatory Petroleum Incentive Program and modified COR. The new 
agreement completes the process of dismantling the NEP, a major Tory 
policy goal. In addition, the Minister announced a federal/provincial 
agreement beginning the process of deregulating natural gas prices. The 
agreement will ensure the continued flow of competitively-priced 
Canadian gas to U.S. consumers. 


Trade in oil, gas and electricity is up substantially as a consequence 
of the movement to market-sensitive pricing of all three forms of 
energy. We expect to see increased energy sector investment in the wake 
of Canada's re-emergence as a competitive supplier. 


REGIONAL OUTLOOK 


Atlantic Provinces 


Newfoundland's economy continues to be weak. Unemployment is the 
highest in Canada, 19.6 percent, largely because of poor performance in 
the seasonal fishing sector. Iron ore and newsprint production have 
fared better, returning to pre-recession levels, and a decision by Mobil 
Oil to build fixed concrete platforms for the development of the 
Hibernia oil fields is expected to spur the economy in 1986. 


Oil-related optimism is also expected to affect the construction 
industry favorably. 


For Prince Edward Island, economic prospects are not bright. Dependence 
on agriculture, fishing, and tourism will provide slow growth at best in 
1986, although some major construction projects will create employment 
and spinoff activity. The small manufacturing and service sectors may 
get a boost from more aggressive provincial government efforts to 
encourage new businesses to invest in the province. 


The Atlantic Provinces Economic Council is forecasting economic growth 
of 2.5 percent for Nova Scotia in 1986, which is below the 1984 and 1985 





rates. The offshore oil industry is in a slump and smaller exploration 
firms may reduce their activities due to a major cut-back in federal 
grants for exploration. Tourism throughout the province looks 
promising, and interest has increased in both gold and uranium mining. 
Among major new investments are a Pratt and Whitney Canada manufacturing 
plant, a C$150 million tin mine, and the beginning of long-term 
modernization of Sydney Steel Company (which may be worth as much as 
C$500 million). 


The revenues from the Canada Summer Games in 1985 and a C$3.8 billion 
contract to build patrol frigates for the Canadian Forces will help New 
Brunswick's economy into 1986. Nevertheless, expected real GNP growth 
in the province of less than 2.5 percent would be below the anticipated 
national average. Part of the reason is a downturn in traditional 
resource-based industries, resulting from soft pulp and paper prices and 


lower farm cash receipts. A great many uncertainties also cloud the 
fishing sector. 


Quebec 


Quebec is home to Canada's second largest manufacturing sector and 
accounts for 23 percent of Canadian GDP. Its growth rate currently 
approximates the national trend, reaching around 4 percent in 1985 and 
perhaps dropping toward 3 percent in 1986 as growth in exports to the 
U.S. slows. Capital investment and spending should remain robust, 
increasing by 15 percent and compensating for the expected slack in 
housing starts resulting from the phase-out of provincial housing 
subsidies. Retail sales growth also will be strong, possibly above the 
national average. Expanding sectors include transportation and 
aerospace equipment, the food and beverage industry, and chemicals. One 
of the main economic concerns in Quebec is unemployment, which, at 12 
percent, remains above the national average. Employment creation will 
not be large in 1986, making a reduction in unemployment problematic. 
Declining sectors include textiles and clothing, agriculture, mining, 
metals, and refining. 


Ontario 


Ontario shows signs of continued favorable growth for the next two 
years, in spite of the impact of higher taxes -- both federal and those 
announced by the recently-elected Liberal provincial government. While 
expansion of overall manufacturing output is projected to moderate 
somewhat over the forecast horizon, the auto sector is expected to put 
in a good performance, assisted by US$2 billion in investments by auto 
and auto parts manufacturers. This performance should have a positive 
ripple effect in sectors supplying the auto industry, but the rest of 
the industrial sector will not experience much growth. The steel 
industry is hampered by outdated technology in one-third of its plants 
and worldwide excess supply of steel. Protectionist bills in the United 
States directed against Canadian steel exports have also made the 
industry cautious. Financial services, retail trade, and foreign and 





internally-generated investment are expected to be more healthy, and a 
10-15 percent increase in housing starts is anticipated as a result of 
tight rental markets in major Ontario urban centers. The dim outlook 
for agricultural commodity prices puts a damper on farm prospects, 
although the new government may propose additional commodity 
stabilization assistance. For the province as a whole, overall GDP 
growth should be at least as high as the national average. 
Unemployment, however, is unlikely to decline significantly from the 
eight percent level. Job creation resulting from new production 
facilities in the auto sector will be offset by increased automation, 
and higher wage settlements possibly resulting from the Liberal 
government's perceived pro-labor tilt will tend to discourage job 
creation. 


Prairie Provinces 


Construction, rather than agriculture, will dominate Manitoba's economic 
scene in 1986-87, although agriculture continues to do well in spite of 
recent drought. Capital investment rates also remain among the highest 
in Canada, although the government accounts for a large share of 
investment spending. Construction of the C$2.1 billion limestone 
hydroelectric dam on the Nelson River, which commenced in 1985, is 
expected to produce 1200 megawatts of power, with 500 megawatts being 
exported to the United States. Manitoba Hydro also is negotiating for 
the sale of additional power on both sides of the border. Success in 
any of these negotiations may lead to the construction of the Nelson 
Station hydroelectric facility at a cost of C$3 billion. 


The Conference Board of Canada predicts that Saskatchewan will record 
5.6 percent growth in 1986, largely on the basis of an expanding 
petroleum sector. Unemployment in Saskatchewan is expected to remain 
the lowest in Canada, hovering around 7.5 percent. As an agricultural 
province, Saskatchewan has suffered from two consecutive droughts and a 
poor autumn 1985 crop. Low grain inventories and the resulting sell-off 
of cattle will hamper agricultural prospects for 1986. The province is 
also a major world producer of potash; however, low world demand and 
increased competition will constrain Saskatchewan's potash exports in 
1986. Saskatchewan is the largest producer of uranium in the free 
world, and a number of firms also are investigating the feasibility of 
extracting and marketing recently-discovered gold deposits. 


Despite the failure of two regional banks based in Alberta, that 
province's energy-based economy finally began to recover in 1985 from 
the downturn in energy prices which coincided with Canada's deep 
recession in 1981-82. The unemployment rate dropped to 9.5 percent, and 
modest gains were realized in farm income, manufacturing, and natural 
gas production. Business activity in the natural resource sector, 
particularly oil exploration, picked up, reflecting the reduction of 
taxation associated with federal/provincial energy cooperation (the 
Western Accord). Deregulation of natural gas sales and pricing (the 
Frontier Accord) should result in increased export volumes. Inflation, 
at 3.5 percent, was below the national average in 1985; prospects for a 





low inflation rate in 1986 are good. Recovery in the real estate market 
may also continue into 1986. Alberta's fiscal position is very healthy 
due to the province's oil tax revenues. At the end of 1985, Alberta was 


the only province in Canada that enjoyed a Standard and Poor's Triple-A 
credit rating. 


Full recovery from Canada's 1981-82 recession remains elusive in British 
Columbia. Growth in 1985 was estimated at less than two percent, and 
unemployment, at 14 percent, remained well above the national average. 
The province depends heavily on its resource industries, particularly 
minerals and forest products, but world prices in these two sectors are 
likely to remain depressed for the foreseeable future. Possible U.S. 
legislation restricting lumber imports from Canada has also clouded 
timber industry prospects. The opening of EXPO 1986 will be a major 
boon to the tourist industry, and there is a mini-boom in office 
construction. The provincial government, fully cognizant of British 
Columbia's economic difficulties, has galvanized its efforts to improve 
the economy. A Ministry for International Trade and Industry has been 
created, new business incentives are being offered in "special 
enterprise zones," and a commissioner for “critical industries" has 
arranged rescue packages for some of the province's failing 
enterprises. The natural gas marketing system has also been overhauled 
and a tax royalty holiday established for new oil well drilling. 


IMPLICATIONS FOR U.S. BUSINESS 


The steady and broad-based growth in Canada's economy (led by business 
investment in 1986-87) augurs well for increased imports from the United 
States. Traditionally, the United States has been a major supplier of 
capital goods to Canada and can expect to participate extensively in the 
business investment boom now underway. U.S. suppliers should maintain 
their overall share of more than two-thirds of the Canadian import 
market. While there may be some lagged effect of the 1984/85 
appreciation of the U.S. dollar vis-a-vis the Canadian dollar on U.S. 
competitiveness, this may gradually be offset by the efforts undertaken 
in late 1985 to bring down the value of the U.S. dollar. 


Factors other than the exchange rate are probably of greater importance 
in favorably influencing the Canadian business climate for enhanced U.S. 
exports and investment. The new energy policy outlined above, creation 
of Investment Canada, privatization of Crown corporations and increased 
deregulation in energy and transportation (and possible liberalization 
of both the financial sector and communications during 1986) will 
improve the openness of the Canadian economy and provide somewhat 
greater opportunity for foreign participation. Both U.S. and Canadian 
business interests are also aware of the opportunities for enhanced 
trade that might be created by successful completion of comprehensive 
bilateral trade negotiations. 


On an industry sector basis, the best trade prospects include: CAD/CAM 
and robotics; computer software; energy industry supplies and offshore 
oil and gas products and services; industrial process controls; machine 





tools; material handling equipment; medical apparatus and supplies; 
office equipmen: and supplies; safety and security equipment; and 
telecommunications. 


Atlantic Canada: Energy activities off the Newfoundland Coast continue 
to offer the best prospects for U.S. business. The best venue is 
through joint ventures with Canadian firms. Opportunities in this area 
include consulting services relating to quality control for the 
construction of topside facilities as well as the provision of 
specialized hardware used in the construction of development 
facilities. Another opportunity may exist for U.S. shipping firms for 
the provision of coastal feeder service at the ports of Halifax, Nova 
Scotia, and Saint John, New Brunswick. Firms experienced in 
containerized trade and having an excess number of ships of the 150 TEU 
size with roll-on roll-off capabilities should explore this possiblity. 


Quebec: Major industries, such as pulp and paper, aerospace, textiles, 
mining, automotive, and forestry, will continue to retool and modernize 
through 1986. These developments will offer opportunities for sales of 
heavy equipment as well as material handling and conveying equipment. 
Port expansions in Montreal and Quebec City will also offer 
opportunities in the latter equipment field. Many independent machine 
tool shops are developing in Quebec, and machine tools at the small end 
of the market continue to sell well. Demand for integrated office 
equipment, telecommunications equipment, and the accompanying software 
remains strong. There are also considerable sales opportunities in the 
medical equipment and supply field, as well as in safety and security 
equipment, particularly that designed to prevent theft by company 
employees and breaches of company security. There is a growing market 
for CAD/CAM software and robotics, especially that designed for use by 
small and medium-sized businesses. There is as well a growing market 
for process control instrumentation and for equipment utilized in 
electrochemical and electrometallurgy processes. Increases in 
hydroelectric power sales to the United States offer opportunities for 
sales of electrical transmission equipment to the provincial utility. 
In the services sector, there are also strong opportunities for 
innovative franchise operations. Finally, provision of new legal 


services offered through joint ventures with Canadian firms is 
considered promising. 


Ontario: Moderate economic growth in 1986 offers good opportunities for 
increased U.S. sales, especially since Ontario received a sizeable share 
of the jump in business investment which began in 1985. As Canada's 
most populous province, Ontario continues to represent a large market 
for U.S. consumer good exports. The market for high tech items is also 
very positive. Investments by auto and auto part manufacturers will 
create opportunities for sales of capital equipment and manufacturing 
services. Industrial and business equipment and related services, led 
by CAD/CAM equipment, mini/micro computers and software services offer 
the best prospects for U.S. companies. Electronic components and 
telecommunication markets, however, are described by industry sources 





as being in a “stagnant” period. Lower interest rates and the tight 
rental market in major urban areas are seen stimulating residential 

construction, affording sales opportunities in residential building 

materials. 


Prairie Provinces: Manitoba's Ministry of Industry, Trade and 
Technology (MITT) is actively seeking small to medium-sized 
manufacturing firms to invest or expand in the province. In addition, 
the North Portage Development Corporation is spending more than C$65 
million of provincial money to lure private investment into downtown 
Winnipeg. Investors Group of Winnipeg is also planning to build a C$35 
million office in the city. In Saskatchewan, trade and investment 
opportunities exist in the petroleum and high tech sectors. The 
provincial government, through its Office of Science and Technology, 
offers a wide range of incentives to firms conducting research and 
development in the province. Since 1984, the number of advanced 
technology firms in the province has increased dramatically. 
Saskatchewan's petroleum sector has been booming since the government 
announced a tax/royalty holiday for new drilling. In September 1985, 
the province also announced the construction of a heavy oil upgrader in 
Regina, and a second upgrader may be started by Husky in 1986. Both 
should create new business opportunities in the areas of refining and 
enhanced oil recovery. Commercial opportunities exist for exploration 
geophysical equipment and services in Alberta. Because the next six to 
fifteen months should show an increase in the downstream portion of the 
energy sector, U.S. firms offering equipment and services for increasing 
productivity in the oil and gas industries should be knocking on 
Alberta's doors now. Outside the energy sector, prospects are not as 
promising, reflecting continued slow recovery from the recession. Both 
banking and the construction industry face difficulties. Nonetheless, 
because of the province's high income levels and strong fiscal position, 
Alberta represents an important and promising mid- to long-term market 
for U.S. firms. 


British Columbia: Significant efforts are underway to improve the 
business climate in British Columbia through a variety of provincial 
programs. Since the new Ministry for International Trade and Industry 
was established, legislation has been adopted which permits business 
incentives in "Special Enterprise Zones," and assistance to "critical 
industries." Both new industrial ventures and expansion of existing 
facilities are being encouraged. British Columbia has also established 
a royalty holiday for oil wells drilled between July 1985 and July 1989 
and has overhauled its natural gas marketing system in an effort to 
provide producers with incentive to find new customers. A major 
hydroelectric project could be approved in 1986, providing opportunity 
for equipment sales and construction, engineering, and ancillary 
services. 
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